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Session Objectives
Satisfy your NCUA financial literacy requirement
by taking your knowledge of financial statements
to the next level. You’ll learn how to read
balance sheets, key ratios, and income
statements, plus explore asset liability
management (ALM) principles.



NCUA Rules and Regulations 701.4 

• General authorities and duties of Federal Credit Union 
Directors

• State-chartered Credit Unions have similar regulations
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Director Fiduciary Duties
A Director must carry out his or her duties in good faith, in a manner 

reasonably believed to be in the best interests of the membership of 
the credit union, and with such care, including reasonable inquiry, as 
an ordinarily prudent person in a like position would use under similar 
circumstances.

Credit unions are not-for-profit cooperatives designed to provide 
financial services to their member-owners. 

Credit union must have sufficient net worth for sustainability.
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NCUA Rules and Regulations 701.4, General 
authorities and duties of Federal Credit Union 
Directors

The Rule contains the following six key provisions: 

1. The Board of Directors is responsible for the general direction and control of 
a federal credit union. The board may delegate operational functions to 
management, but not the responsibility for the credit union’s direction.

2. A Director must carry out his or her duties in good faith, in a manner reasonably 
believed to be in the best interests of the membership, and with such care, 
including reasonable inquiry, as an ordinarily prudent person in a like position 
would use under similar circumstances. 
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NCUA Rules and Regulations 701.4, General 
authorities and duties of Federal Credit Union 
Directors

The Rule contains the following six key provisions: 

3. A Director must administer the affairs of the credit union fairly and impartially 
and without discrimination in favor of or against any particular member. 

4. A Director must have at least a working familiarity with basic finance and 
accounting practices, including the ability to read and understand the credit 
union’s balance sheet and income statement and the ability to ask, as 
appropriate, substantive questions of management and auditors. 
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NCUA Rules and Regulations 701.4, General 
authorities and duties of Federal Credit Union 
Directors

The Rule contains the following six key provisions: 

5. A Director must direct the operations of the federal credit union in conformity 
with the Federal Credit Union Act, NCUA’s Rules and Regulations, other 
applicable laws, and sound business practices. 

6. A Director may rely on information prepared or presented by employees or 
consultants the director reasonably believes to be reliable and competent and who 
merit confidence in the particular functions performed. 
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NCUA Rules and Regulations 701.4, General 
authorities and duties of Federal Credit Union 
Directors

Basic Financial Skills Required
A Director must understand these financial statements to participate in a meaningful 

manner in the direction and control of the institution. 

An individual must have a certain base level of financial skills, consistent with the size 
and complexity of the credit union operation they serve. 

At a minimum, directors must have the ability to read and understand the credit 
union’s balance sheet and income statement. 
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NCUA Rules and Regulations 701.4, General 
authorities and duties of Federal Credit Union 
Directors

What A Director Should Know

At a minimum, a Director must be able to answer the following 
questions:

• What does this line item mean? 

• Why is it important to the Credit Union? 

• Is the value of the line item changing over time? If so, what does that 
change (either positive or negative) mean? 

• Is the change important to the Credit Union? 
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• Yield on Earning Assets = (Total Interest Income)/Avg Total Earning Assets
• Cost of Funds = (Dividend Expense + Interest Expense)/Avg (Interest-bearing 

Deposits + Borrowings)
• Net Interest Margin = (Net Interest Income)/Avg Earning Assets
• Charge-offs as % of Loans = (Charge-offs – Recoveries)/Total Loans
• ALLL (Reserve) to Loans = ALLL/Total Loans
• Loans to Assets = Loans / Total Assets
• Loan to Share Ratio = Total Loans / Total Shares
• Delinquency Rate = Delinquent Loans (30,60,90 Days) / Total Loans
• Investments to Assets – Investments / Total Assets
• Return on Assets = Net Income/Avg Total Assets
• Return on Equity = Net Income/Avg Equity
• Efficiency Ratio = Total Operating Expenses / (Net Interest Margin + Fee Income)

Ratios
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• Value of Ratios
• Level of Detail
• Trend Analysis 
• Horizontal Analysis
• Vertical Analysis
• Peer Comparisons

Ratios
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Net Worth (Capital) Ratio = Net Worth / Total Assets

Net Worth Category
Well Capitalized = Equal to or greater than net worth ratio of 
7.00%
Adequately Capitalized = Net worth ratio of 6-6.99%
Undercapitalized = Net worth ratio of 4-5.99%

Credit Unions over $10 mil in assets are also required to 
calculate a Risk-Based Net Worth requirement that establishes 
whether or not the Credit Union will be considered "complex" 
under the regulatory framework. 

Net Worth
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NCUA Rules and Regulations 701.4, 
General authorities and duties of Federal 
Credit Union Directors

What A Director Should Know

A Director must 

• understand the activities and processes in which the Credit Union 
engages to generate revenue 

• understand the risks associated that could lead to financial loss

Directors must also oversee that the Credit Union implements 
internal controls to mitigate these risks
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Typical Risks Definition

Operational Risk arises from the risk of loss resulting from inadequate or failed internal processes, people and systems.  Operational Risk 
includes other common risks such as fraud and theft.

Credit Risk arises when the Credit Union is exposed to actual loss or opportunity cost as a result of the default (or other failure to perform) 
by an economic or legal entity with which the Credit Union does business. 

Liquidity Risk is the risk of the Credit Union’s ability to pay its debts when due.

Market Risk focuses on the impact to earnings and capital arising from changes in market factors (e.g., interest rates, liquidity, etc.) that 
affect the value of loans and traded instruments.  Market risk includes items reflected both on and off the balance sheet.  Market 
risk primarily focuses on mark-to-market portfolios (e.g., accounts revalued for financial statement presentation), including 
trading accounts and certain derivatives. 

Compliance Risk is the risk of not complying with laws and regulations.

Technology Risk arises from the risk of loss resulting from inadequate or failed systems.  Technology risk encompasses risk to security, access,
infrastructure, and data.

Strategic Risk is the current and prospective impact on earnings or capital arising from the Company’s inability to define and implement its
strategic plan. Strategic risk arises from adverse business decisions, improper implementation of decisions, unresponsiveness
to industry changes or competition, or inability to meet customer needs. 

Reputation Risk is the potential that negative publicity regarding business practices, whether true or not, will cause a decline in customer base, 
reduce revenues, create costly litigation, restrict available counterparties, or increase regulatory scrutiny.  The other risk types 
can also potentially impact reputation risk (e.g., reputation risk can arise due to an operational failure or from an external event).  
Reputation issues may affect various stakeholders, including customers (current & prospective), investors, and vendors, 
business partners, and employees, board of directors, community leaders, media, external auditors and regulators.
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• Segregation of Duties
• Authorization
• Documentation, Reporting
• Limited Access
• Periodic Independent Verification, 

Independent Review, Reconciliation
• Policy and Procedures

Internal Controls

22



CAMEL

C–Capital
A–Asset Quality
M–Management
E–Earnings
L–Asset/Liability Management
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Interest Rate Risk and Asset Liability Management

Interest rate risk is the risk to a credit union’s capital and 
earnings that arise from interest rate changes.  The risk is 
primarily due to mismatches in maturity between assets 
and liabilities.   

Asset Liability Management Essentials
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Why is Interest Rate Risk (IRR) Exposure Important?

• IRR can represent a threat to earnings and capital

• When extreme, IRR can present an unacceptable risk to the 
National Credit Union Share Insurance Fund

• Extreme levels of IRR exposure as measured by the NEV 
Supervisory Test may result in “de-risking” requirements.

• Failure to de risk can result in enforcement actions.
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Types of Interest Rate Risk

Repricing 
Risk

Yield 
Curve 
Risk

Option 
Risk

Price 
Risk
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Repricing Risk

Risk that the Credit Union’s assets and liabilities 
will reprice at different times or amounts and 
potentially negatively affect the credit union’s 
earnings, net worth, and financial position. 
Repricing differences create a mismatch between 
sources and uses of funds.
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Yield Curve Risk

Yield curve risk is how assets will react to different 
exposures based on how the yield curve shifts.

Yield curve shifts when interest rates change 
resulting in changing yield on assets.
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What Happens When Yield Curve Flattens?

Year 1 Year 2

30 year mortgage (fixed) 4.5 5.0

1 year share certificate 1.0 3.5

Net interest spread 3.5 1.5

Short-term interest rates rise 
faster than long term rates and 
reduce Net Interest Income
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Options Risk
Risk that a financial instrument’s cash flows (timing or amount) will change at the 
exercise of the option holder (such as a depositor, borrower, or other transaction 
counterpart), who may be motivated to exercise an option by changes in market 
interest rates. The exercise of options can adversely affect a credit union’s 
earnings by reducing asset yields or increasing funding costs.  

• Examples of assets and liabilities with “options” include:

– Non-maturity shares that have no contractual maturity can be withdrawn 
on demand.  Depositor can withdraw at any time.

– Loans that borrowers can prepay or refinance

– Callable bonds

This can result in reduction of yield on assets, or increased costs for borrowing.
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Price Risk
• Risk that the fair value of a financial instrument will change 

due to market factors. 

• Generally, long-term assets have more price risk than 
short-term assets because, as cash flows become more 
distant, the present value or price of the investment 
declines. 

• When market interest rates rise, the market value of a 
credit union’s assets will typically decrease; when market 
interest rates decline, the market value of the credit 
union’s assets will typically increase.
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Interest Rate Risk Assessment

• Interest Rate Risk is assessed using models that 
project the impact on earnings of various types of 
interest rate risk.  (EAR – earnings at risk)

• These models also estimate the net economic value 
(NEV) under various scenarios.
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ALM Model Reliability

• ALM models should be validated. 

• Outcomes should be tested.  
(Backtesting)

• Assumptions should be reviewed and 
periodically updated. 

• Documentation is essential.
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Interagency Guidance

On January 6, 2010, the Advisory on Interest Rate Risk Management 
was issued by the financial regulators, including the National Credit 
Union Administration.  

“This advisory re-emphasizes the importance of effective corporate 
governance, policies and procedures, risk measuring and monitoring 
systems, stress testing, and internal controls related to the IRR 
exposures of institutions. It also clarifies various elements of existing 
guidance and describes selected IRR management techniques used 
by effective risk managers.”

NCUA Expectations
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NCUA Letter to Credit Unions
In May, 2010, the NCUA issued letter 10-CU-06, which stated:

“ The Advisory addresses prudent IRR management practices, especially 
in light of current financial market and economic conditions. It is consistent 
with existing NCUA guidance and stresses the importance of effective:
 Corporate governance by your board of directors and senior 

management;
 Policies and procedures governing all aspects of your IRR management 

process;
 Risk measuring and monitoring systems commensurate with the size 

and complexity of your institution;
 Stress testing, including both scenario and sensitivity analysis;
 Risk mitigation strategies; and,
 Internal controls to ensure the integrity of all elements of your IRR 

management process.”
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NCUA IRR Assessment
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Internal Controls Expectations

Internal assessment of 
IRR program

Staff is identified and have annually assessed policy and 
program to correct any weaknesses.

Compliance with policy
IRR program is evaluated semi-annually for any policy 
exceptions, including compliance with approved limits.

Timeliness and accuracy 
of reports

Reports that are routinely provided to management and the 
Board successfully communicate material IRR exposure of 
the credit union.

Audit findings reported to 
Board or Supervisory 
Committee

IRR program deficiencies and policy exceptions are report 
to the Board in accordance with the policy.
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Decision Making and IRR Expectations

Use of IRR measurement 
results in operational 
decisions

Measured IRR results form part of the credit union's ongoing 
business decisions and are substantive considerations 
routinely included in the business decision process.

Escalated use of results 
when IRR exposure is 
raised or approaching 
limits

Procedure specifies review escalation at specific levels with 
increasing contingency triggers close to limits.

Application to reduce 
elevated levels of IRR

Credit union utilizes IRR results to clearly define and formulate 
response (balance sheet structure, funding or pricing 
strategies) to increased IRR levels.
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Establishing Limits

• Board approved 

• Consider complexity and capital position

• Aligned with risk tolerance of the credit union.

• Subject to periodic evaluation to account for 
changes

• Graduated based on stress level in scenarios.

• Include early warning indicators that allow 
sufficient time for mitigating strategies to be 
executed

• Should not “Break the Bank”
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The Interest Rate Environment – Rising Rates

• Historical period of low interest squeezed 
margins. 

• Many institutions altered balance sheet to a 
riskier mix to maintain profitability, and are 
more vulnerable to rising rate scenarios.

• Historical patterns may not apply in future.

• May be coming off loan floors so funding costs 
could increase faster than loan yields.
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Risk Mitigation Techniques

• Change Balance Sheet Composition

• Asset Sales / Purchases

• Duration Matching

• Hedging
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Questions?
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Section Break 
Place Image Here

Thank You!
Presenters

Eileen Iles Colette Wagner
Crowe Horwath LLP Crowe Horwath LLP
eileen.iles@crowehorwath.com colette.wagner@crowehorwath.com
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NCUA Resources – Interest Rate Risk
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Appendix



NCUA Resources – Interest Rate Risk
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What the Examiners Look For
• Appendix B to Part 741 “Guidance for an Interest Rate Risk Policy 

and an Effective Program” includes Guidelines that can help Credit 
Unions assess the adequacy of their IRR Policy and the Effectiveness 
of their Program.  

• While we won’t cover these in detail, the guidelines are shown in the 
following slides, and cover these categories:

– Policy

– IRR Oversight and Management

– IRR Measurement and Monitoring

– Components of IRR Measurement Methods

– Internal Controls 

– Decision Making and IRR 46



Other Relevant NCUA Guidance

• Real Estate Lending and Balance Sheet Risk Management (99-
CU-12) 

• Asset Liability Management Examination Procedures (00-CU-10) 

• Liability Management—Highly Rate-Sensitive & Volatile Funding 
Sources (01-CU-08) 

• Managing Share Inflows in Uncertain Times (01-CU-19) 

• Non-Maturity Shares and Balance Sheet Risk (03-CU-11) 

• Real Estate Concentrations and Interest Rate Risk Management 
for Credit Unions With Large Positions in Fixed-Rate Mortgage 
Portfolios (03-CU-15)
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Other Relevant Guidance

• Interagency Advisory on Interest Rate Risk Management –
Frequently Asked Questions was issued on January 12, 2012 to 
answer requests to clarify points in the initial advisory.   Some of 
the topics included:

– Selecting appropriate models

– Types of methodologies to be considered

– Stress scenarios and types of interest rate risk to assess

– Model Risk Management/Model Validation

– Back-testing

– Assumptions
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